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Mr. Chairman, on behdf of the Legg Mason Precursor Group, thank you for the honor of
testifying before your Committee on the topic of mergers in the telecommunications indudtry.

The views expressed here are mine done. | request that my full written testimony be printed in
its entirety in the hearing record.

By way of introduction, | am not a traditiond Wall Stregt sdl-sde andyst who andyzes
companies or recommends the purchase of stocks. For Legg Mason, | run an investment
research group that tracks regulatory, technologica, and competitive developments in the
communications, technology, and e-commerce sectors for large inditutiond investors. We
focus on trying to anticipate mgor investment-relevant change coming in the next three to 18
months.

In that context, | offer the following ingghts and observations in hopes that they will be useful to
the Committee.

1) Telecommunications Consolidation Isa Natural Mar ket Development

The current wave of telecom consolidation is a naturd and expected market development in a
highly capital-intensve busness, which demands economic scale.

This naturd tendency toward consolidation has been accelerated by:
pro-competitive regulatory and trade policies that have crested a much larger globd
marketplace; and,
Internet and digital technology that enable competition between previoudy separate andog
indudtries.

Economic scde through consolidation makes deployment of broadband infrastructure less
expensve, faster and less risky. This can be pro-competitive, pro-deployment and pro-
consumer.

Big IsNot Necessarily Bad

Communications consolidation is not necessarily a bad development for competition and
consumers, aslong as:
vigilant antitrust enforcement continues to ensure individud service markets remain competitive;
and,
communications networks continue to be “public’ — i.e., open to competition with:
- facilities-based competition between different broadband “pipes,” and
- resdle competition of each and every loca broadband access point to the customer.

If these pro-competitive preconditions are met, telecom consolidation is not a problem for



competition or consumers, because broadband “bundl€’ competition can flourish. However,
any breakdown of competition in the criticad component of local broadband access to the
cusomer can have serious anticompetitive implications, because the integrated nature of
broadband — i.e., bundling— islike achain and, like achain, it isonly as strong as its weskest
link.

3) Big IsNot a Problem If Networks Remain “Public,” i.e.,, Open to Competition

Despite confusing rhetoric to the contrary, Congress aready has decided overwhemingly that
telecom networks should be “public’ — i.e., open to compstition. In the 1996 Telecom Act,
Congress overwhelmingly voted that market forces alone are not enough to develop or
sustain_competition in telecommunications, given the hisory of monopolization and the
presence of economies of scale.

Congress voted overwhemingly:
(&) to “force access’ (ak.a mandate interconnection and resale) on dl local exchange
cariers (which includes cable when offering telecommunications), so competition could
deveop; and,
(b) to require “interconnectivity...to promote nondiscriminatory accessihility by the
broadest number of users...to public telecommunications networks.”
(emphasis added)

In 1998, the FCC legdly required that local broadband access (advanced services) is a form of
telecommunications subject to the market-opening provisons of the 1996 Telecom Act.

Meanwhile, the cable industry has been aggressively converting its broadcast one-way cable
network in which it chooses the content and sends it to dl cable customers, into what now
appears to be atwo-way telecom networ k in which the user chooses the content and sends it
to the person(s) of the user’s choice.

In other words, to benefit from the Internet and data growth, cable is reengineering its one-way
cable network into a two-way telecom network — at least for voice and data.  Despite the
transformed physica network, cable maintains that it should not be subject to any of the open-
access obligations that every other amilarly Stuated loca telecom broadband access provider
must comply with.

WorldCom-Sprint, Bell Atlantic-GTE, Quest-USWest, the a ready-approved SBC-Ameritech,
al incumbent locd exchange cariers, dl competitive locd exchange carriers (wirdline and
wireless), and dl long-distance carriers (including AT&T) are “public” networks legdly required
to be open to both facilities-based and resale competition. All are common carrier public
network providers that, by law, have obligations to interconnect and wholesale their service,
e.g., “forced access,” in order to maintain inter connectivity and universal service, and to



promote competition and innovation.

AT&T and the cable industry are seeking specid government protection from standard resde
competition that dl of their competitors have accepted. The cable industry’s postion is bold:
cable will agree to deploy broadband and compete on afacilities basisin theloca phone market
only if the government protects cable's core cable, 1SP and long-distance businesses from
“regulaion,” i.e., resale competition.

4) Don’t Need a Closed Network to Deploy Broadband

Other than cable, open-access is a fact of life and investors implicitly factor “public’ open-
access obligations into their business models. It is clear that the market does not demand a
closed network in order to justify broadband investment.

The competitive local exchange carriers (CLECS), both wirdine and wireless, have raised tens

of billions of dallarsin capitd with “public’ open-access obligations.

WorldCom and Sprint independently have invested heavily in deployment of broadband

wireless despite their “public” open-access obligations.

SBC recently committed $6 hillion to deploy broadband capability to 80% of its customers in

three years despite its “public’ open-access obligations.

RCN is not having difficulty raisng capitd to overbuild both the telcos and the cable plant

despiteits “public’ open-access obligations.

5) Market Forces Don’t Necessarily Open Networks

It is naive to bdieve tha market forces aone will eventuadly open the cable network to
competition. It does not square with past experience or market redlity.

The relative market advantage of being closed when dl of your competitors are open is just too

powerful to give up “voluntarily.” Why isit not in cable' s continuing self-interest to be able
to sl to its competitors customers while preventing its competitors from sdlling to cable's
customers?

When AT& T was a regulated monopoly not subject to market forces, AT&T fought hard to

continue as a closed network, but the government broke up the company and opened
AT&T's network to competition by mandating “public’ open-access obligations, with
resulting consumer benefits. Now that AT&T is no longer a regulated monopoly in voice
telephony, AT&T dill seeks a closed network and is opposing open-access just as



grenuoudy asit did when it was not subject to market forces.

If market forces aone open networks, why did Congress require that 15% of cable channels be

availablefor “commercid use’ (leased access) in 19847

If market forces aone open networks, why did AT& T-TCI deny Internet Ventures, Inc. (IVI1)

the ability to lease a channel under leased access to offer competitive Internet video
programming? And why is VI having to petition the FCC to gain access? (When will the
FCC darify this fundamental market-opening accessissue?)

If market forces adone open networks, why did Congress in the 1996 Telecom Act mandate

interconnection and resdle, and make state commissions the arbitrator of interconnection
and resale negotiation disputes?

CONCLUSION: BROADBAND ACCESSIS THE BUNDLE PLATFORM OF THE
FUTURE — IT NEEDS TO BE OPEN IN ORDER FOR COMPETITION TO
FLOURISH

The future of communications is broadband. The success of robust broadband competition
depends on required open-access to broadband access platforms (last-mile access facilities) —
a least for an initid trangtion period, so that broadband competition can deveop. A fully
competitive broadband market depends on the combination of both facilities-based competition
between broadband pipes and resale competition on dl local broadband access pipes.

Other than requiring open competitive local broadband access to the customer,
Internet and data networks should continue to develop free of intrusive regulatory
intervention, assuming vigilant antitrust oversight and enfor cement.

While many appear to hope that the handful of facilitiesbased broadband compstitors is
sufficient to create a competitive broadband market, they ignore the redity that there is very little
switching or “competitive churn” in broadband access. One analyst recently quipped that the
broadband churn rate is less than moving or degth rates.

Unlike long-distance competition that only requires a phone cal to switch carriers, switching
broadband providers is much more difficult. One has to buy new, expensive equipment and
have it professondly ingdled to reconfigure the system, which can take more than one vigt to
the home. The competitive redity is that once a provider signs up loca broadband customers,
they are very “sticky” customers, hence the current rush for “fird-mover” advantage. In other
words, customers are practically “locked in” to a local broadband access provider, because of
the high cost and “hasd€’ associated with switching.

Once a customer effectively is locked into a local broadband access provider, if there is no



resde of that underlying last-mile access platform, then there is no competitor that can keep that
provider’s broadband bundle truly competitive. Once cable locks in aloca broadband access
customer, then the prices can drift higher on the verticdly “tied” services in their broadband
bundle. Furthermore, no competitor can offer the customer a better dedl with its dternative
bundle, which resdlls the underlying cable loca broadband access platform.

Without required open-access of locd broadband access platforms in the increasingly complex
market for broadband bundles, competitive forces won't develop sufficiently or rapidly enough
to ensure that consumers are offered maximum choice and protection from anticompetitive
pricing of broadband vertical services.

* * * * *

The attached chart shows how telecom open-access policies have promoted competition in
veticad communications markets, preventing anticompetitive leveraging of last-mile access
market power. The chat dso shows how a closed cable network contributes to less
competition in vertical communications markets and alows last-mile access market power to be
leveraged dl the way into e-commerce.

Attachment: “How Open or Closed Internet Access Affects Competition in E-Commerce’
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